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SUMMARY OF THE REPORT

This report presents an analysis of the effect of the unemployment insurance
program as an automatic stabilizer and of recent changes in that effect. The report
discusses the theoretical reasons that would enable the Ul program to stabilize, to
some extent, the business cycle; then presents some previous empirical evidence of
this effect. It reviews the empirical literature concerning the ability of UI to act as
a stabilizer. The report describes the methodology that is used to estimate the effect
of UI and discusses the results of the estimation.

1. A possible benefit of the unemployment insurance program is its role

as an automatic stabilizer. In recessions, the payments of benefits and
reduction in taxes would increase expenditure above what it otherwise
would be and conséquently smooth out the recession. In an
expansion, the increase in taxes and reduction in benefits would
reduce expenditure, thereby dampening the expansion and reducing
the rate of inflation.

2. The magnitude of the stabilizing effect is an empirical question. Thus

far, the empirical evidence has been mixed.

a. The UI surpluses and deficits have moved in the right
direction for an automatic stabilizer. Surpluses have
generally come in expansions and deficits in recessions.

b. The business cycle has changed, becoming generally
smoother. The effect of this change on the ability of Ul to
act as a stabilizer, however, is unclear. One possible effect
may be the decline in the number of unemployed who
receive UI benefits, which would reduce the stabilizing
effect. On the other hand, the smoothing of the business
cycle may reduce the need for automatic stabilizers.

c. A review of relevant literature reveals that empirical
evidence concerning the ability of the UI program to act as

a stabilizer is mixed. Evidence concerning income and
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expenditure probably points to a decline in the effect.
Evidence of a decline from labor force data is stronger, but
not totally convincing. Labor force data indicate a decrease
in the ratio of insured unemployed to total unemployed, a
decline in the ratio of recipients to jobs covered, and a
decline in workers covered and those receiving beneﬁts.
These decreases may be due to the changing nature of the
work force, migratory patterns, and the changing business
cycle. All the declines would reduce the ability of Ul to act
as a stabilizer. Nonetheless, it should be emphasized that
the previous evidence is not overwhelming.

3. The conclusions that can be drawn from preliminary descriptive statistics
are somewhat mixed. Some of the statistics indicate a recent decrease in
the ability of UI to act as an economic stabilizer, particularly during a
recession. Examples are the decline in the insured unemployment rate
relative to the total unemployment rate and the decrease in benefits paid
relative to total wages from the 1970s to the 1980s, and the decrease in
correlations of UI benefits, taxes and deficits with economic activity. A
small amount of preliminary evidence points to little or no change. Thus
the available evidence seems to be rather heavily weighted toward a recent
decrease in effectiveness. '

4. A vector autoregressive (VAR) model was used to determine if there are
any changes in the effects of the Ul system on the economy. The evidence
indicates that a marked change in the effects of the system occurred 8
between the 1970s and 1980s.

5. Finally, and most importantly, a DRI econometric model of the economy
was used to examine any changes in the effectiveness of UI as a stabilizer,
and determine the magnitude of the change. Evidence from simulations
of the DRI model after an imposed monetary shock on the economy was l
much more conclusive than the preliminary statistics. This evidence

indicates that the Ul program in the 1980s was about two-thirds as effective
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as a stabilizer as it was in the 1970s. In the 1970s the UI system could
offset 5.4 percent of the maximum loss in real GNP or 4.9 percent of
employment losses from a recession caused by a monetary shock, whereas
currently it could only offset 3.7 percent of this loss in GNP or 3.5 percent
of the employment loss caused by a recession from a similar fnonetary
shock. This decrease in the percentage of job losses prevented during the

peak of a recession translated to a saving of 42,000 jobs in the 1970s and

to a saving of 31,000 jobs in the 1980s. If the performance of UI in the
1990s is reflected by its performance in the 1980s, UI payments would only
offset 2.9 percent of the loss in GNP during the peak loss of a recession

~ caused by a monetary shock.
A simulation of the current recession indicates that the UI system

could offset 4.2 percent of the maximum loss in GNP if the recession is

severe and 2.3 percent of the loss in employment during the quarter of
maximum GNP loss under that scenario. This reduction translates into a
115,000 reduction in the number of jobs lost.

6. The evidence from this report, taken as a whole, indicates that the Ul
system does act as an economic stabilizer although to a relatively minor
extent. The evidence is quite strong that a diminution in the ability of UI
to act as a stabilizer, in the sense of reducing the decrease in GNP and the
number of jobs lost during the peak of a recession, took place during the
1980s.
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CHAPTER 1
INTRODUCTION

The unemployment insurance (UI) program was established under federal and
state law in 1935 to provide individuals with temporary income maintenance during
periods of involuntary unemployment while they are searching for alternative
employment. These payments are financed primarily through taxes on employers.
Presently, about 97% of all wage and salary workers are covered.

Another aspect of the UI program that has gained prominence is its effect as
an automatic stabilizer. Many economists and public officials believe that
unemployment compensation payments can mitigate recessions by sustaining
consumption, and therefore spending, when unemployment is relatively high.
Because total spending during periods of high unemployment does not fall as much
as would otherwise be the case, the recession is cushioned. During an expansion,
when unemployment is reduced, UI payments decline. Some have also suggested
that the Ul program stabilizes employment because taxes on employers are
countercyclical. An increase in employers’ taxes during an expansion, when
employment is relatively high, can slow down the expansion, thereby limiting some
of the inflationary effects. Alternatively, the lower taxes paid by employers during
a recession, when unemployment is relatively high, should have the opposite effect.
Business spending would be stimulated by the lower taxes, thereby mitigating the
recession somewhat. The effects of the payments to the unemployed during
recessions and the varying taxes paid by employers should, theoretically, smooth out
the business cycle.

The purpose of this study is to analyze the effectiveness of Ul as an economic
stabilizer in today’s economy and determine whether there has been any change in
the effectiveness in recent years. To accomplish this objective, we will estimate the
dynamic impact of Ul on key macroeconomic variables for the period from 1970 to
1989 and also provide a forecast for the period 1991 to 2001. In addition to
measuring the countercyclical effects of the UI program at the national level,
estimates of the countercyclical effectiveness of the UI program for selected states

are computed.
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The actual effect of the Ul progfém as ah"automatic stabilizer is a complex
topic. Both the program itself and the types of parncnpants in the program' have
changed over time. The unpact of such changes must be considered in order to fully
evaluate the stabilizing effect of UL The nature of the business cycle has changed‘
as well, which should certainly be considered when analyzing the effect of Ul on the
economy. Because changes in the business cycle are so important, this study begins
with an analysis of the U.S. business cycle.. Chapter Two presents a survey of
selected research examining changes in the business cycle, fo_eusing to some ex‘tent”
upon the way such changes could affect the impact of UI on the economy. -

In Chapter Three, we will briefly discuss the theoretical relationship between Ul
and the business cycle in order to describe the conditions under which the program
would act as an automatic stabilizer. Chapter Three also presents some empirical -
information that characterizes trends in the UI program. Chapter Four presents a
review of the major theoretical and empirical literature relating to the effectiveness
of the unemployment insurance program as an economic stabilizer. The survey itself
is divided into two sections: (1) The Effect of UL: Aggregate Income and
Expenditure; and (2) The Effect of Ul Iabdr Force Behavior. Par‘ticulaxf attention
is paid to recent changes in the effects of UI, due to changes ih the program, cha_nges
in the participants, and changes in the business cycle. As will be apparent, the
evidence from the literature is not clear cut.

Chapter 5 begins the empirical analysis of the effect of UI on the business cycle
by presenting some descriptive statistics. It first discusses changes in the relation of

_the insured unemployment to the total unemployment rate and presents some
analysis of these changes. It then shows how UI benefits, taxes, and deficits are
related and discusses the c_orrelation of these variables with cyclical rhovements in -
the economy. | |

Chapter 6 sets forth a vector autoregressxon model of the economy and selectedA
states. This model is used to test whether any changes have occurred in the Ul
system that would affect its ability to stabilize the e.conomy.

A simulation analysis of the effectiveness of UI as a stabilizer and any change

in the effectiveness is presented in Chapter 7. This analysis uses the DRI
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econometric model of the economy to compare the effect of an exogenously imposed
monetary shock on the economy with and without the UI system. It also uses this
forward-looking model to simulate the effect of UI as a stabilizer in the 1990s and

in the current (I/1991) recession. A principal purpose of the analysis is to determine
whether or not there have been recent changes in the effectiveness of the UI system.

The conclusions of the report are presented in Chapter 8.
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CHAPTER 2
THE U.S. BUSINESS CYCLE

Because this report is concerned with the effect of UI on the business cycle and
with any recent changes in that effect, we begin with a discussion of the nature of
U.S. business cycles and some recent changes in the cycles. Certain of these changes
appear to have reduced the ability of Ul to act as an automatic stabilizer. On the
other hand, changes in the cycle may have reduced the need for automatic stabilizers.
This chapter summarizes some important recent literature on the subject.

Over the past half century the study of business cycles has gained in technical
complexity and sophistication. Zarnowitz, in a series of review articles (1985, 1989),
summarizes some of the pertinent facts that characterize these movements in the
economy. Although the fluctuations vary greatly in amplitude and scope, as well as
duration, he observes that they also have much in common. Business cycles are
national, often international, in scope. Business cycles show up simultaneously in
many different processes, not just in total output, employment and unemployment.
They are persistent -- lasting, as a rule, several years, i.e., long enough to perrnit the
development of cumulative movements in the downward as well as upward direction.
Moreover, for all their differences, Zarnowitz states that business expansions and
contractions consist of patterns of recurrent, serially correlated, and cross-correlated
movements in many economic activities. They dominate changes in the economy
over spans of several years, in contrast to the seasonal and other variations which
generally last a year or less.

Zarnowitz presents evidence illustrating the changes that have taken place over
the past 100 years. He observes that peacetime expansions in the United States
averaged about three years in the last half-century, but only two years in earlier
periods. Moreover, each of the wartime expansions was much longer. Contractions,
he notes, have lasted about one year since 1933 and about twice as long in earlier
periods. The conclusion from this analysis was that there has been a shift toward

longer and more variable expansions and shorter and more uniform contractions.
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Furthermore, the amplitudes of cyclical expansions vary as much as their durations.
On the whole, the conclusion is that recessions are now not only shorter, but also
shallower and less diffused (Zarnowitz 1985).

In a more recent study, Zarnowitz (1989) suggests a number of reasons for these
changes. First, U.S. output and employment have been shifting from goods to
services. In 1969, employment in trade, finance, insurance, and other service
industries that are generally "noncyclical" was 19 percent of total U. S. employment;
in 1979-81, the comparable figure was 45 percent. The reason services are relatively
noncyclical is that the demand for services, which cannot be stored, is much less
sensitive to changes in income than the demand for manufactured goods, which can
be stored. Purchases of durable goods can be postponed. Moreover, spending on
services never fell between 1948 and 1982. Thus, the shift to services has made GNP
and employment less volatile.

Zarnowitz also observes that wages and prices have become less flexible
downward in the last 50 years. One reason given is long term contracts. In general,
the flexibility of relative prices and wages tends to moderate business cycles. Before
World War II, wages would fall during recessions, thus aggravating slumps in
demand. Since then, because wages are less flexible, workers’ spending power is not
reduced as 1muéh, and, consequently; the reduction in demand is not as severe.
Moreover, ;irior to World War 11, the severe downturns were, in general, made worse
by financial crashes. Now bank deposit insurance and central bank cooperation help
to divert such financial panics. |

Zarnowitz also suggests that the expectations of consumers and businessmen
affect the cycle. Recessions became mild and short, he observes, in part because
consumers and businessmen expect them to be so, which reduces their need to cut
back their spending when times take a turn for the worse. This observation is of
course qualified by the recognition that not all recent developments built confidence
and promoted growth in this way: the rise of inflation in the 1970s and the
subsequent disinflation in the early 1980s, he notes, worked in the opposite direction

for a while.
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The final factor Zarnowitz mentions that has aided in changing the character of
the business cycle is the government. Government, and hence government
employment, which does not shrink in recessions, has grown much larger and more
important to the economy over the century. Government employment was 4 percent
of total U.S. employment 100 years ago and is approximately 19 percent today. Thus
a sector that is not susceptible to the business cycle has become much more
important, causing a larger segment of the economy to become "cycle proof'. As we
will discuss in Chapter 4, these moderations in the business cycle may have important
implications for recent changes in the proportion of the unemployed receiving Ul
benefits and therefore for changes in the effect of UI as a stabilizer.

This survey now turns to research that sheds information on the nature of those
forces that affect the economic cycles of expansion and recession. Lilien (1982)
argues that, unlike the natural rate of unemployment hypothesis in which cyclical
unemployment is viewed as a deviation from some relatively stable natural rate, as
much as one-half of the variance of unemployment over the postwar period can be
attributed to fluctuations of the natural rate itself. Lilien also suggests that sectoral
shifts in demand have more recently played a role in inducing a general economic
downturn and general increase in the rate of unemployment. These shifts in demand
took the form of a shift from durable manufacturing to retail sales and services. He
observes that, rather than occurring smoothly, three distinct shocks characterized the
change: durable manufacturing’s share of total employment, he observes, fell by 12.6
percent in 1970-71, by 9.1 percent in 1975, and by 5.3 percent in 1980. .These three
periods of falling employment in durable manufacturing coincided with the three
cyclical increases in unemployment over the decade: The annual unemployment rate
increased 2.4 percentage points in 1970-71, 2.9 percentage points in 1975, and 1.3
points in 1980. In all three downturns, employment actually rose in retail trade and
service industries.

Lilien’s explanation for the general increase in unemployment caused by these
shocks is that such a major, sectoral shift in demand caused more workers to remain
unemployed than would have been the case had the demand shift been between firms

in similar industries or between similar types of industries. He notes, "If workers
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have strong firm or industry attachments, due in part to firm- and industry-specific
skills and to wage premiums associated with seniority, they are reluctant to seek
employment in other sectors of the economy. Thus the process of adjustment to
sectoral shifts tends to be slow and typically involves significant unemployment before
labor adjusts fully to new patterns of employment demand.” The conclusion is that
the increase in the unemployment rate was not due to a lack of aggregate demand
but to a shift in demand between different sectors of the economy.

The policy implications of Lilien’s work are of particular interest. His findings
suggest that much of the unemployment of the seventies could not have been avoided
through aggregate monetary and fiscal policies. Such policies may have been
successful in delaying or smoothing the change in the pattern of unemployment, but,
because inadequate demand was not the source of unemployment, aggregate demand
policies were not a cure. If this is the case, and Lilien presents evidence that it is,
unemployment insurance would also have had little effect as an economic stabilizer
during this period. Certainly, UI eased the transition of workers from declining to
growing sectors of the economy. However, since lack of aggregate demand was not
the problem, any impact of Ul on aggregate demand would not have lessened the
unemployment problem to any great extent, if in fact Lilien’s thesis is correct.

Other noncyclical factors probably increased the unemployment rate recently.
For example, the composition of the labor force shifted toward greater participation
by women and teenagers, groups with relatively high rates of labor market turnover.

Finally, when discussing trends in severity of recessions, Zarnowitz and Moore
(1986) observe that, although the recession of 1981-82 had the highest rate of
unemployment (10.8%) since the great depression, the increase in the unemployment -
rate in 1981-82 from the previous year was not particularly large, and by this measure
the 1974-75 recession was more severe than the 1981-82 recession. They argue that
the change in, rather than the level of, unemployment is the critical indicator of
relative cyclical performance. The level attained during a recession is influenced in
part by the level reached during the preceding expansion. This indication of a
possible smoothing of the business cycle or lessening of the effect of recessions will
be useful later in explaining changes in the take up rate of UI and consequently

possible changes in its effect as a stabilizer.
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Delong and Summers (1986) put forth some interesting ideas explaining the
noted differences in characteristics of business cycles in the pre- and post- World
War II periods. They observe that it is frequently suggested that automatic
stabilization in the form of a progressive tax system and countercyclical expenditure
measures, such as unemployment insurance, have enhanced economic stability by
reducing the multiplier. However, they note that recent evidence suggests that this
explanation may be less than satisfactory. Ignoring the effects of tax rates on
people’s behavior, Delong and Summers suggest that automatic stabilization policies
will have important real effects only if a sizable fraction of consumption represents
purchases by consumers who, in the absence of the stabilizers, would be constrained
by their available liquidity and be forced to reduce their consumption significantly.
Thus, according to the authors, establishing the existence of liquidity-constrained
consumers during a recession is necessary to demonstrate the efficacy of automatic
stabilization policy. They go a step further and suggest that perhaps the multiplier
has changed over time because the fraction of liquidity-constrained consumers has
declined due to the growth in the availability of consumer credit. Concerning the
first point, they conclude that it is difficult to gauge the postwar extent of liquidity
constraints. Their results suggest that some, but not all, consumers were liquidity
constrained. However, they also note that progress in financial intermediation may
have contributed to stability by enhancing the consumer’s ability to smooth
fluctuations in income by borrowing.

To summarize, it appears that the business cycle has become somewhat
smoother. Some of the change is probably due to the changed composition of the
labor force: relatively more employment in services and relatively less in
manufacturing; more women and teenagers in the work force; and fewer liquidity
constrained consumers during a downturn. In the next chapter, we will discuss how
these recent changes may have affected the ability of unemployment insurance to act

as an automatic stabilizer.
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CHAPTER 3
THE UI PROGRAM AS AN AUTOMATIC STABILIZER

As noted in the introduction to this study, unemployment insurance would act
as an automatic stabilizer because of two effects: the effect upon the consumption
of those who receive Ul benefits and the effect upon the taxes of employers who pay
UI taxes. These effects would tend to reduce the severity of recessions, thereby
reducing unemployment; and dampen the strength of expansions, thereby reducing
the rate of inflation. These effects would be automatic, because no legislative
intervention is necessary. We now will discuss these effects in somewhat more detail.

Turning first to the consumption effect, when workers become unemployed,
obviously their income is reduced. The automatic payment of unemployment
insurance restores part of that lost income, at least for a while. Therefore, worker
income is higher than it would be in a recession without UI benefits. To the extent
that the higher income from the benefits is used to make up the otherwise reduced
consumption spending, total spending in the economy is higher with UI than without
it. This increase in spending can reduce the severity of a recession, when many
workers are unemployed.

For the UI benefits to be stabilizing, the payments would have to be translated
into increased spending, Some might argue that life-cycle and permanent-income
theories of consumption predict that these payments would not have much effect on
consumption spending (Ando and Modigliani 1953; Friedman 1957; Hall 1978).
According to these theories, consumption depends not upon temporary income but
on lifetime wealth or income. This hypothesis would suggest that a temporary loss
of income from being unemployed, or any UI benefits received, would have little
effect on the total wealth of households, and if this is the case, UI would not have
much impact on consumption or the economy’s fluctuations.

There is, however, a problem with this line of reasoning: these theories relate
consumption, not consumption spending, to lifetime wealth. Current consumption

includes the services provided by durable goods, such as automobiles or appliances,
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that were previously purchased. Current consumptiorn: expenditure is made up of the
current purchases of all goods, both durable and non-durable. Consumption
expenditure may very well depend much more on current income than does
consumption.

Another assumption made in modern theories of consumption is that a
household’s consumption is not constrained by its current income. The reason given
for the absence of a constraint is that households may borrow or draw upon liquid
assets when income is low and repay the loan or reaccumulate liquidity when income
is'high.r This may be accurate for some people, but it hardly seems to apply to most
unemployed, especially during long periods of unemployment. Unemployed workers |
are unlikely to be able to borrow much, and certainly not at the same interest rate
as would be the case if they were emplbyed. Many unemployed will have few liquid
assets. |

There is some evidence that unemployed workers are constrained by a reduction
in income. Hall and Mishkin (1982) found that food purchases of a large number
of households in their data set were reduced by unemployment. They found that the
consumption of many households was constrained by their income. A survey by
Hubbard and Judd (1986) turned up similar evidence.

It would appear then that modern consumption theories, such as the permanent
income hypotheses, do not imply that UI benefits have a zero effect upon the
consumption spending of unemployed workers. What these theories do imply is that
the effect on spending may be dampened somewhat, to the extent that the benefits
are used as a substitute for other sources of funds for spending. Any dampening of
the effect of UI on consumer spending reduces its effectiveness as an automatic
stabilizer. _

Just like the income tax, the UI tax can be an automatic stabilizer in an
expansion. Total UI tax revenue depends on the employment and tax rate. These
tax revenues decrease when fewer workers are employed during a recession and
increase as workers are hired during an expansion. This increases the spending of
business firms above what it otherwise would have been in a recession. The increasé

in taxes paid during an expansion reduces firms’ expenditure above what it otherwise
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would have been. If firms spend more on, say, investment in a recession, total
income increases, and therefore unemployment decreases. If firms spend less in an
expansion, inflation is reduced.

Furthermore, due to the methods of funding that most states use for UI, tax
rates are likely to be relatively low during the early stages of a recession when the
state’s trust fund is large, because relatively fewer benefits were paid during the
preceding expansion when unemployment was low. Alternatively, these trust funds
are drawn down by more unemployment benefits during the recession. The increase
in tax rates to replenish the fund can come after the recession is largely over or even
during the following expansion. To the extent that UI tax rates are lower in a
recession and higher in an expansion, the spending of firms is increased in a
recession and decreased in an expansion. The difference in tax rates could have an
additional effect. A firm’s marginal cost of employing workers (the wage plus the
unemployment tax) falls during a recession and rises in an expansion. This effect
would tend to increase employment during recessions and decrease employment
during expansion.

It is rather clear that it is theoretically possible, even highly probable, that the
Ul program acts as an automatic stabilizer. The magnitude of the stabilizing effect
is an empirical question. An interesting piece of information is the timing of the
benefits and taxes. To be effective, benefits should rise and tax receipts fall during
a recession, while receipts rise and benefits fall during an expansion. Table 1 gives
some evidence to this effect.

The table shows unemployment insurance taxes collected, benefits paid, and the
corresponding surplus or deficit from 1950 through 1987, in nominal and real dollars.
As can be seen in the table, excluding the peak years of 1960 and 1981, the deficit
moves countercyclically, being relatively high in the various recessions during this
period, while turning to a surplus during periods of low unemplcyment. Moreover,
even for the two peak years that showed a deficit, the deficits are smaller than in the
previous year. At least the difference was moving in the right direction. The
difference between benefits paid and taxes collected ran a deficit during each of the

eight postwar recessions. For each recession, the annual program deficit was greatest
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Unemployment Taxes and Benefits

TABLE 1

Taxes Benefits Deficit or Taxes Benefits Deficit or
Year Collected Paid Surplus Collected Paid Surplus
(nominal in-  (nominal in (nominal in (1967 $ in (1967 $ in (1967 $ in
billions) billions) billions) billions) billions) billions)
1950 T* 1.094 1.862 (0.768) 1.518 2.583 (1.065)
1951 1.365 0.873 0.492 1.754 1.122 0.632
1952 1.432 0.991 0.441 1.800 1.245 0.555
1953 P 1.368 0.913 0.455 1.706 1.139 0.567
‘1954 T 1.246 1.589 (0.343) 1.548 1.975 (0.427)
1955 1.142 1.760 (0.618) 1.423 2.193 (0.770)
1956 1.329 1.282 0.047 1.632 1.574 0.058
1957 P 1.537 1.504 0.033 1.825 1.786 0.039
1958 T 1.500 2.875 (1.375) 1.734 3.323 (1.589)
1959 1.675 2.790 (1.115) 1.918 3.195 (1.277)
1960 P 2.165 2.356 (0.191) 2.443 2.658 (0.215)
1961 T 2.361 3.509 (1.148) 2.636 3.917 (1.281)
1962 2.709 2.778 (0.069) 2.989 3.065 (0.076)
1963 3.005 2.789 0.216 3.275 3.039 0.236
1964 3.043 2.642 0.401 3.273 2.842 0.431
1965 3.046 2.303 0.743 3.225 2.438 0.787
1966 3.062 1.901 1.161 3.148 1.954 1.194
1967 2911 1.963 0.948 2.912 1.963 0.949
1968 2.598 2.055 0.543 2.494 1.972 0.522
1969 P 2.556 2.021 0.535 2.327 1.840 0.487
1970 T 2.558 2.783 (0.225) 2.199 2.393 (0.194)
1971 2.573 4.800 (2.227) 2.122 3.958 (1.836)
1972 3.210 4.804 (1.594) 2.563 3.835 (1.272)
1973 P 4.996 4.006 0.990 3.755 3.011 0.744
1974 5.220 5.978 (0.758) 3.533 4.046 (0.513)
1975 T 5.211 11.754 (6.543) 3.232 7.290 (4.058)
1976 7.532 8.973 (1.441) 4418 5.263 (0.845)
1977 9.171 8.345 0.826 5.052 4.597 0.455
1978 11.212 7.710 3.502 5.737 3.945 1.792
1979 12.089 8.865 3.224 5.560 4.077 1.483
1980 P-T* 11.415 13.768 (2.353) 4.625 5.578 (0.953)
1981 P 11.625 13.256 (1.631) 4.268 4.867 (0.599)
1982 T 12.112 20.358 (8.246) 4.189 7.041 (2.852)
1983 14.489 17.720 (3.231) 4.855 5.938 (1.083)
1984 18.750 12.593 6.157 6.026 4.047 1.979
1985 19.258 14.101 5.157 5.977 4.377 1.600
1986 18.111 15.403 2.708 5.515 4.691 0.824
1987 17.568 13.603 3.965 5.188 4.017 L1711
Source:  Unpublished Unemployment Insurance Data; and the National Bureau of Economic Research.

(1) The "T" indicates the Trough of a Business Cycle, and the "P" references the Peak of a Business Cycle.
(2) In 1980, the previous expansion peaked in January of that year and a new recession immediately followed
with a trough in July 1980. Hence the notation P-T indicates a peak and trough in the same year.
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in the fiscal year in which the business cycle reached a trough, or in the following
year. Thus, based upon the timing of the deficits and surpluses, U, in general, is
countercyclical.

Alternatively, Edgell and Wandner (1974) suggest that the countercyclical effect
is not simply the presence of a deficit or surplus but the change in the deficit or
surplus from one period to another. This change could be a better measure of UI's
stabilizing effect than the deficit or surplus itself. For example, consider those years
in which a recession occurred during the period shown in the table. In 1970, the
program went from a $535 million surplus to a $225 million deficit, for a net stimulus
of $760 million (nominal dollars). In fiscal 1975, the deficit increased from $758
million to $6,543 million, for a net stimulus of $5,785 million. In 1982, during the
last recession, the deficit in the program increased from $1,631 million to $8,246
million, for a net stimulus of $6,615 million. By these measures, the net stimulus in
a recession can be more or less than just the deficit itself, depending on the state of
the program during the preceding year.

An alternative statistic for examining the countercyclical effects of Ul is benefits
paid, as a percent of total wages in covered employment, shown in Table 2. As can
be seen in the table, this statistic moves countercyclically. As expected, it is, in most
instances, higher in recession years and lower during years of low unemployment.
This statistic was greater than 2 percent in only two of the post World War II
recessions, 1958 and 1975. As shown in the table, the other recession years when this
percentage was greater than 1.5 were 1961 (1.72%), and 1982 (1.72%).

The Ul program has changed somewhat during the past 30 years. The coverage
of the program has increased, while the insured unemployment rate has decreased
relative to the total unemployment rate. Nonetheless, the program deficit and
surplus and the change in the deficit and surplus continue to perform as expected.
Moreover, the ratio of benefits paid, as a percent of total wages in covered
employment, exhibits a countercyclical pattern and shows no clear pattern of increase
or decrease over time. With this bit of evidence in mind, we now will examine some
more specific empirical evidence of the countercyclical effect of UI insurance in the

next chapter.
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TABLE 2

Unemployment Insurance Benefits Paid As a Percent of
Total Wages In Covered Employment

Percent of Benefiﬁ Paid Percent of Benefits Paid
Year To Total Covered Wages _ Year To Total Covered Wages
1950 T 1.330 : 1969 P 0.580
1951 0.710 1970 T 1.010
1952 0.780 1971 1.230
1953 P : 0.690 1972 0.980
1954 T ' 1.480 1973 P 0.790
1955 0.910 1974 1070
1956 0.840 1975 T 2.030
1957 P 1.000 1976 1390
1958 T 2.050 1977 1.160
1959 1.220 1978 0.930
1960 P 1.400 : 1979 0.940
1961 T | 1.720 " 1980 P-T? 1340
1962 1.260 1981 P 1.170
1963 1.240 1982 T 1.720
1964 1.050 1983 1.430
1965 0.840 1984 0.920
1966 0.620 1985 0.950
1967 0.690 | 1986 0.980

1968 0.610 ' 1987 _ 0.800
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